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Financial
Statements
Current Inflation Requires Another Look At
Price-Level Accounting

Glenda E. Ried, CPA
The University of Toledo
Toledo, Ohio

Introduction
Once again the debate has surfaced on
price-level accounting. Numerous articles
have been written on the pros and cons of
inflation accounting. Back in 1969 the Ac
counting Principles Board issued State
ment No. 3, Financial Statements Restated
for General Price-Level Changes,
suggesting that general price-level finan
cial statements may be presented in addi
tion to the basic historical-dollar financial
statements.1 Because it was not required
at that time, few, if any, corporations in
cluded the supplementary price-level in
formation in their annual reports. How
ever, discussions of or references to infla
tion were included in one hundred
thirty-four annual reports according to
the companies surveyed for the 1970 edi
tion of Accounting Trends and
Techniques.2
Why then has the issue resurfaced? The
answer is twofold: other countries have
adopted inflation accounting (Brazil) or
expect to adopt it in the near future (Great
Britain) and the rate of inflation has accel
erated in the United States.
Ten years ago, in 1964, Brazil enacted
legislation requiring most entities to re
value their fixed assets and working capi
tal with a related credit to equity or debt
capital.3 Brazilian law allows depreciation
to be taken on the upwardly revised fixed
assets as a deduction against taxable in
come on the theory that it helps the com
pany preserve the purchasing power of
the cruzeiros invested.
The Accounting Standards Steering

Committee of The Institute of Chartered
Accountants in England and Wales has
issued an exposure draft, Accounting for
the Purchasing Power of Money.4 The
statement has recommended that com
panies publish supplementary financial
statements adjusted for current general
purchasing power. The restatements
would be prepared essentially as recom
mended by APB Statement No. 3 on gen
eral price-level accounting.
The English Institute expects the adop
tion of this standard and would like to see
it implemented in 1974 annual reports.5
Despite the fact that inflation accounting
reduces profits substantially and may
turn profits into losses, most British cor
porate officers and the Confederation of
British Industry back it.6
Because of the increased rate of infla
tion in the United States in recent years,
the Financial Accounting Standards
Board is reconsidering whether price
level adjusted statements should be re
quired as supplementary information on
financial statements. Public hearings
were scheduled for April 1974 to discuss
the usefulness of such statements and
whether they should apply to entities
other than business. The SEC has re
quested companies to disclose the impact
of inflation on inventories because of its
importance to investors. Accounting
Series Release No. 151, issued January 3,
1974, does not establish requirements but
implies that a continuing inflationary
situation may lead to specific require
ments.

Price-Level Adjusted Statements
for a Manufacturer
To show the effects of price-level account

ing, the financial statements for an exist
ing corporation have been adjusted. All
annual reports were available for the
years 1964 through 1973. Ten-year sum
maries in the 1964 report provided other
pertinent information such as additions
to plant, property and equipment and de
preciation taken. The company valued
inventories at the lower of fifo cost or
market and research and development
costs were expensed. The company is un
named because certain assumptions were
made (e.g., fifo treatment of fixed asset
additions and reductions) due to lack of
more complete information in making the
price-level adjustments.
All price-level adjusted financial state
ments presented within this article have
been adjusted according to the proce
dures recommended in APB No. 3 using
the Gross National Product Implicit Price
Deflators. The first year of restatement re
quired conversion of the balance sheet at
the beginning of the year as well as at the
end of the year and the income and re
tained earnings statements for that year.
The balance sheet at the beginning of the
first year was restated to calculate the re
stated retained earnings as of the begin
ning of the first year. For each subsequent
year only the balance sheet at the end of
the year and the income and retained
earnings statements for the current year
were needed.
Step one in restating any balance sheet
is to identify the monetary and non
monetary items. The monetary items are
cash, receivables, marketable securities if
carried at market, bond investments,
fixed dollar prepaid expenses, all
liabilities and preferred stock.7 A mone
tary item has an amount fixed by contract
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or law and is not affected by a change in
price level. Monetary items are restated
only when comparative statements are
prepared. It is the nonmonetary items
which are restated to give effect to infla
tion.
Condensed statements for Existing
Corporation for 1972 stated in both histor
ical cost and restated year-end 1972 dol
lars are presented in Schedules I and II.
Sales, purchases, operating expenses,
royalty income and interest expense were
assumed to have occurred fairly un
iformly throughout the year. Price-level
adjusted statements are not to be compared
with historical dollar statements. Schedules
I and II illustrates only which accounts are
adjusted and what effect takes place.
Notice that the net income was reduced
by approximately one-third.
The revised balance sheet for the be
ginning of the year is not presented; how
ever, the revision was made to determine,
as a balancing amount, the $17,168
(thousand) January 1, 1972 retained earn
ings. This made unnecessary the restate
ment of all prior financial statements
since the inception of the company.
Price-level adjusted financial state
ments should be presented in their en
tirety and should be compared with other
price-level adjusted statements rather
than with historical dollar statements.8
When comparative price-level statements
are presented, they must be stated in
terms of the general purchasing power of
the dollar at the latest balance sheet date.9
Therefore any price-level adjusted state
ments of earlier periods must be updated
to dollars of the purchasing power at the
end of each period for which they are pre
sented as comparative information.
A comparative summary of pertinent
ratios and analyses calculated from both
the historical dollar and the price-level
adjusted financial statements indicates
what differences might result from the re
statement.

Schedule I
Existing Corporation
Balance Sheet
December 31, 1972
(in thousands of dollars)
1972
Historical

Current Assets:
Cash
Marketable Securities (cost)
Accounts Receivable (net)
Inventory (lower cost or market)
Prepaid Expenses
Total Current Assets
Other Receivables
Property, Plant & Equipment:
Land
Plant & Equipment

Less: Accumulated Depreciation

Total Assets

Current Liabilities
Long-term Debt

Stockholders' Equity:
Common Stock & Paid-in Capital
Retained Earnings

Total Liabilities & Stockholders' Equity

Analysis and Comments
The greatest impact on a company's fi
nancial statements seems to come in the
year of initial adjustment for price-level
accounting. Net income for 1972 restated
to December 31, 1972 dollars was reduced
by approximately one-third. The factor
most responsible was the restatement of
fixed asssets and the corresponding in
creased charge to depreciation. The older
the fixed assets were, the greater the ad
justment that was made. Any fixed assets
acquired in the 1950's were restated at
roughly 150 percent to 170 percent of cost.
Restatement of the 1973 statements threw
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$ 1,492
998
9,229
13,813
428

$ 1,492
1,007
9,229
13,937
432

25,960

26,097

280

280

1,760
31,813

2,225
43,771

33,573
22,552

45,996
31,034

11,021

14,962

$37,261

$41,339

$ 6,632

$ 6,632

6,350

6,350

6,921
17,358

10,710
17,647

24,279

28,357

$37,261

$41,339

Schedule II
Existing Corporation
Income and Retained Earnings Statements
For Year Ended December 31, 1972
(in thousands of dollars)
1972
Historical
Net Sales
Royalty Income

Cost of Sales
Selling & General Expenses
Depreciation
Interest Expense
Income Taxes
Price-level Loss

Net Income
Retained Earnings 1-1-72
Cash Dividends Paid

Retained Earnings 12-31-72

Restated to
12-31-72 $

Restated to
12-31-72 $

$51,660
1,928

$52,125
1,945

53,588

54,070

41,413
7,124
1,595
687
1,305
—

41,786
7,188
1,882
693
1,317
296

52,124

53,162

1,464
16,319
<425>

908
17,168
<429>

$17,358

$17,647

Schedule III
Supplementary Price-Level Adjusted Statements
Existing Corporation
Comparative General Price-Level Statements
Balance Sheets (in thousands of dollars)
December 31, 1973 with comparative figures for 1972

Current Assets
Cash
Marketable Securities (cost)
Accounts Receivable (net)
Inventory
Prepaid Expenses
Total Current Assets

Other Receivables
Property, Plant & Equipment
Land
Plant & Equipment

Less: Accumulated Depreciation
Total Assets

Current Liabilities

Long-term Debt
Stockholders' Equity:
Common Stock & Paid-In Capital
Retained Earnings
Total Liabilities &Stockholders' Equity

1973
restated to
12-31-73 $

1972
restated to
12-31-73 $

$ 2,073
-011,352
20,742
473

$ 1,565
1,056
9,681
14,620
453

34,640

27,375

212

295

2,350
48,898

2,334
45,916

51,248
33,397

48,250
32,555

17,851

15,695

$52,703

$43,365

17,821

6,957

5,610

6,661

11,235
18,037

11,235
18,512

29,272

29,747

$52,703

$43,365

Schedule IV
Existing Corporation
Comparative General Price-Level Statements
Income and Retained Earnings Statements (in thousands of dollars)
For Year Ended December 31, 1973 with comparative figures for 1972

Net Sales
Royalty Income
Cost of Sales
Selling & General Expenses
Depreciation
Interest Expense
Income Taxes
Purchasing-Power<Gain>Loss

Net Income
Retained Earnings, beginning of year
Cash Dividends Paid

Retained Earnings, end of year

1973
restated to
12-31-73 $

1972
restated to
12-31-73$

$49,812
1,577

$54,680
2,041

51,389

56,721

41,624
8,141
2,241
806
<559>
<820>

43,834
7,540
1,974
727
1,382
311

51,433
<44>
18,512
<431>

55,768
953
18,009
<450>

$18,037

$18,512

a small profit into a loss.
The decline in sales on a historical basis
was $2,958 (thousand) but when both
year's sales were compared in 1973 year
end dollars, the decline rose to $5,332
(thousand). Costs and operating expenses
for 1973 appeared to be held in line and
indicated greater efficiency on the part of
management under the historical-cost
basis than on the price-level adjusted
basis. The purchasing-power gain of $820
(thousand) can be attributed to a gain in
holding monetary liabilities in excess of
monetary assets reduced by purchasing
power loss on transactions incurred dur
ing the year.
Both monetary and nonmonetary
amounts on the 1972 price-level adjusted
balance sheet have been rolled forward
and restated in year-end 1973 dollars to
make them comparable with the 1973
price-level adjusted balance sheet. The
monetary assets and liabilities on the 1973
statement have not been restated for infla
tion. Three items warrant attention — the
major write-up of property, plant, and
equipment, the more than doubling of
current liabilities, and the increase in cur
rent assets. Their net combined effect was
to increase book value per share of com
mon stock on an inflation basis. While the
current ratio remained the same, working
capital seemed somewhat improved on a
restated basis. As discussed in a later sec
tion, an improved working capital posi
tion can be misleading.

Statement of Changes
in Financial Position
Opinion 19 of the APB, issued almost two
years subsequent to Statement No. 3 on
price-level accounting, required the is
suance of a statement summarizing
changes in financial position when both
financial position and the results of opera
tions were presented. Presumably, al
though no direct indication has been
given, adoption of price-level accounting
would require that the statement of
changes in financial position be expres
sed in dollars reflecting price-level
changes. Much of the information for this
statement could be taken from the sup
porting schedules prepared as prelimi
nary steps in arriving at price-level state
ments.

Disclosures
The basis of preparation of the general
price-level adjusted statements and other
data should be clearly expressed in foot
notes and include the following
information:10
a. The price-level statements and in
formation are supplementary to the his
torical dollar financial statements.
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Schedule V
Comparative Summary
Historical Cost
1973
1972
Net Income as a % of Sales

2.8%

0.2%

Restated in 12-31-73 $
1972
1973
<.09%>

1.74%

$16,505

$19,328

$16,819

$20,418

Net Income per Share

0.12

1.72

<05>

1.12

Book Value per Share

28.19

28.57

34.45

35.01

Current Ratio

1.9 to 1

3.9 to 1

1.9 to 1

3.9 to 1

Working Capital (in thousands)

% of Net Income (Loss)
to Stockholders' Equity
0.4%
3.4%
at Beg. of Year
6.3%
<1.5%>
(NOTE: 849,670 shares of common stock were issued and outstanding at the
beginning and end of each year.)

Schedule VI
1973

Retained earnings at the beginning of the year:
Restated to general purchasing power
at the beginning of the year
Amount required to update to general purchasing power
at the end of the year
Restated to general purchasing power
at the end of the year

b. All amounts shown in the general
price-level statements are stated in units
of general purchasing power by use of the
Gross National Product Implicit Price De
flator.
c. The price-level gain or loss indicates
the effects of inflation on the company's
net holdings of monetary assets and
liabilities.
d. The same generally accepted ac
counting principles as used in prepara
tion of historical dollar statements are
used in the preparation of the price-level
statements.
e. General price-level statements do not
represent replacement costs, current val
ues, or appraisal values.
f. The general price-level statements
and information of prior years which is
presented for comparative purposes have
been updated to current dollars.
g. The difference between the balance
of retained earnings at the beginning and
end of the year arising from the roll
forward process is shown in Schedule VI.
h. Income taxes are based on cost be
cause inflation is not recognized in the
Internal Revenue Code.

Usefulness
The major issue is, of course, whether
inflation accounting should now be re
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shown on the income statement is a mix
ture of inflation and real profit. It is the
real profit that shows true growth and
gives substance to the stock market as
evidenced in the early 1960's.
The comparative summaries (ten years)
and summaries of selected data included
in annual reports are really not compara
ble. They are stated in old dollars — old
dollars not restated to a comparable basis.
Price-level adjusted financial state
ments can be very useful in informing
corporate management on how successful
its policies have been in increasing capital
under current financial and economic
conditions. Creditors will have better in
formation as to the protection (cushion)
behind their claims. And all interested
parties can know the losses and gains re
sulting from holding monetary assets or
from owing debts.

Benefits versus Costs
$17,647

$17,168

865

841

$18,512

$18,009

quired. Subissues involve the usefulness
of the statements and whether the ben
efits outweigh the costs involved. The
answers to these questions may well de
termine whether inflation accounting will
be adopted. Changes in the purchasing
power of money affect every aspect of
economic life including pricing policies,
labor negotiations, investments, taxa
tion, and governmental policies. There
fore, the statements should be useful to
creditors, investors, employees, govern
ment officials and management.

There is concern that presenting the
facts of inflation to the public may bring
about undesirable consequences, adding
to the existing confusion in assessing fi
nancial reports. Also existing is the
danger that historical dollar statements are
misleading because some items are stated
in relatively current purchasing power
dollars and others are stated in old dollars.
On the income statement most items of
revenue and expense, except deprecia
tion, are stated in relatively current dol
lars. On the balance sheet, the items
stated in old dollars are fixed assets, in
ventory when valued at lifo, and common
stock. The gain on the sale of a fixed asset
gives no indication as to how much of the
gain is a real gain and how much is due to
inflation. By the same token, the profit

The time involved and the related costs
for restating financial statements in terms
of price-level changes will be considera
ble. Many hours were consumed compil
ing exhibits and schedules to arrive at the
pair of comparative price-level adjusted
statements presented in this article. And,
the simplest statements possible were
selected for conversion. If, for instance,
the statement of financial position con
tains investment in an unconsolidated
subsidiary, the subsidiary's financial
statements must be restated before the
equity method is applied. Statement No.
3 of the APB recommends that statements
of foreign branches and subsidiaries first
be translated into United States dollars
and then restated to show changes in the
purchasing power of the dollar.
If this tremendous amount of work is
expended, especially in the initial year of
change, will management, creditors and
investors use the information? Will it help
them to make better decisions? Would the
Rolls-Royce collapse have become appar
ent years sooner and somehow averted?
What effect will there be on union
management negotiations? Will contracts
dependent on net income, such as profitsharing agreements, be rewritten? Will it
enable stockholders to be more selective
in making their purchases? These are only
a few of the many questions to be asked.
Government, certainly, would be a prime
user of price-level adjusted information
because inflation is an international prob
lem, increasing at a much more rapid rate
in many other countries than the United
States. The steady rise in inflation in the
United States in recent years, together
with the threat of double-digit inflation
this year, is an argument for inflation ac

counting because the amounts involved
are becoming "material.”

Taxation
A big implication of inflation accounting
is its suggested use for tax accounting and
the related flow of investment. Brazilian
law permits depreciation taken on ad
justed fixed assets to be deducted for tax
purposes. British accountants are con
cerned with the issue of whether tax pay
ments should be adjusted so that retained
earnings can accumulate to replace plant
and equipment. Is depreciation taken at
cost on assets acquired years ago a realis
tic charge against revenue stated in rela
tively current dollars?
Under existing United States tax law,
price-level statements are not recognized,
and therefore income taxes are assessed
on historical-dollar amounts. The effects
of inflation on the financial statements of
a business enterprise depend on essen
tially two factors: (1) the amount of the
change in the general price level and (2)
the composition of the assets and
liabilities of the company. Inflation ac
counting will show higher profits for
high-debt real-estate companies and
much lower profits for manufacturers
with heavy capital investments.11 Is it
possible inflation accounting might shift
the tax burden from manufacturers to
real-estate firms? Would it be inequitable
to allow business entities to use pricelevel adjusted costs for tax purposes and
not individuals? These are some implica
tions that inflation accounting might have
on our tax structure, although it is a politi
cal consideration — not an accounting
one.

Working Capital
Under historical dollar accounting it is a
virtue to have a good current ratio and
sufficient working capital. The contrary is
true for inflation accounting. Holding
monetary assets results in a purchasing
power loss while a gain accrues to the
declining value of the liabilities. This
suggests keeping the quick assets, cash
and receivables, as low as possible to
avoid their erosion and borrowing today
to repay in depreciated currency in the
future. However, bank interest rates are
quite high under inflationary conditions,
so rather than borrow the financial man
ager delays paying the accounts payable.
This practice by company financial man
agers would simply result in a major por
tion of a company's current assets being
tied up in accounts receivable.
The amount of the gains and losses on
monetary items will vary from one com
pany to another. Companies with rela

tively small amounts of nonmonetary as
sets are in a "hedged” position. Com
panies operating with large proportions
of borrowed capital and customer ad
vances will generally have a purchasing
power gain while those with the opposite
situation will ordinarily show a purchas
ing power loss.

Summary
It is important not to confuse the dollar as
a "unit of money" with a "unit of mea
sure” in financial statements. They are
two different things. Restating the finan
cial statements for inflation is an exten
sion of the historical cost basis of account
ing. The "standard” has been changed
from units of money to units of general
purchasing power. It is the price level, not
the accounting principles involved, that
is changing. Inflation accounting does not
show changes in value due to technology
or market conditions, nor does it intro
duce replacement cost or current values
which exist separately from the concept of
general price-level adjusted accounting.
No authoritative body has decided at
what degree of inflation price-level
statements are meaningful and necessary.
The results of a 1972 survey of users of
financial statements showed that over
twenty-five percent believed the need ex
isted for price-level adjusted statements
and that the AICPA should take positive
action to encourage the reporting of
price-level a
djusted data.
If inflation continues to rise at its pres
ent rate carrying with it global conse
quences and inflation accounting is
adopted by professional accountants of
other countries, then it is probably only a
matter of time until price-level accounting
is adopted in the United States.
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Education
(Continued from page 16)
about bank reconciliations in Inter
mediate Accounting, but I learned a lot
more when I audited a real one.
Most of my duties consisted of setting
up workpapers, applying statistical sam
pling techniques to selected general
ledger accounts, and testing. I tested
payroll personnel's salary, petty cash
voucher authorizations, and voucher in
voices. I worked diligently and tried very
hard to be accurate and complete. When a
question arose, the senior was more than
willing to explain the event behind an
entry or what the client was attempting to
do when an account was debited or cred
ited.

Conclusion
By the end of my internship I knew I had
learned an awful lot about public account
ing. I was physically tired from the long
hours that I had put in, but it was well
worth the effort. I learned about the im
portance of the senior-staff relationship, I
learned about the auditor-client relation
ship and how important it is for a success
ful and efficient audit, and I learned how
theoretical principles can be applied to
real life accounting situations.
Perhaps most important for my future
in public accounting I learned what I was
and was not looking for in terms of my
career decision. When I went on subse
quent office visits to other public account
ing firms I had a good basis for questions.
Since I had had some public accounting
experience, I was able to ask more mean
ingful questions and expected more exact
answers. I eventually decided to accept an
offer from Price Waterhouse & Co. in Bos
ton, but I will always be grateful to Has
kins & Sells for giving me the opportunity
of interning with them. It was a great
learning experience and a very valuable
way to spend an intersession.
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